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INVESTMENT TRUSTS
By Lowell White of the Denver Bar*
NVESTMENT trusts do not embrace any new principles
of investment, but are a new application of old principles
in a new field in the United States. An investment trust,
in its simplest form, is a mere association of investors who
place their funds under the control of a common manager for
investment. In this way the management is able, by the use
of large amounts of money, to spread the risk over a great
many securities embracing every field in our industrial and
financial scheme of affairs. Diversification is the cardinal
principle of sound investment. The man who has $100.00
or $1,000.00 to invest cannot spread this investment over very
many securities, especially if it is his desire to buy securities of
the leaders in, the various fields of industry. For instance, if
a man desires to buy shares in General Motors he would have
to pay $167.00 per share. If he wishes to buy shares in Atchi-
son, Topeka & Santa Fe Railway, it would cost him $170.00;
American Tel. & Tel. costs in the neighborhood of $160.00,
and so on. The shares of many of the well known companies
are often called the "rich man's investment", and the man
of moderate means hesitates about putting so large a propor-
tion of his assets in the high priced shares. But very often the
high priced shares are cheaper in the long run than the low
priced shares. If the man with $100.00 or $1,000.00 is asso-
ciated with other investors so that the common fund amounts
to several hundred thousand dollars, or better yet, if the fund
amounts to millions, under capable management the common
fund can be so diversified to include securities of hundreds of
different companies, so that the investor of modest means, re-
gardless of how small his investment, has the advantage of
having his fund spread over a large field.
The investment trust idea not only has advantages for the
man of moderate means, but has many advantages for the
man of large financial resources. The wealthy man can do
for himself what an investment trust can do, if he will. How-
ever, to do this effectively, he must have sufficient leisure time
*An address delivered before the Law Club, March 2nd, 1927.
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in which to make a thorough study of the various proposed
investments and arrive at a conclusion that the same are not
overpriced, that there are sound values back of each invest-
ment, and that future prospects are bright. Second, a further
advantage to the rich man who has invested his funds in an
investment trust, is that he is assured of a constant check-up
upon his securities and he can devote his time to his principal
business in which he has demonstrated his ability to make a
fortune. Industry and finance in the world today are be-
comilng so complicated and of such magnitude that the invest-
ment, re-investment and management of large sums of money
demand the time and thought of people who are able and
willing to make that their principal occupation.
Further, thirty or forty states in this country levy inherit-
ance tax and transfer tax upon shares of corporations organ-
ized in those states. In his effort to spread the risk geographi-
cally the individual investor might acquire stocks of corpora-
tions domiciled in many different states, and his estate would
be liable to pay such a tax to those states in addition to the
payment of federal estate tax and inheritance tax of the state
of his domicile. Often there is some difficulty in obtaining
information and preparing papers for the transfer of stocks
in a number of foreign states. These difficulties would be
eliminated if the investor owned shares in an investment trust,
even though its holdings were comprised of securities of cor-
porations organized in every state in the Union and many
foreign countries.
The risks of investment are, first, the credit risk, and this
risk may be met by careful analysis as to the debtor company's
assets and liabilities, past and prospective earning power in
which a specialist's judgment is necessary to form a correct
conclusion. The second risk is the money risk. This includes
a factor which is seldom considered by investors and is very
often overlooked by bankers. As you all know, there is a
variability in, the purchasing power of the dollar from time
to time. No one is able to tell to a certainty at what time in
the business cycle a dollar can buy more than at other times.
This can be adjusted by making investments, part of which
will be affected favorably by the increase in purchasing power
and offset the effect on other investments which will be in-
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fluenced in the opposite direction. The only way to do this
is to divide the risk between those securities yielding a definite
income, such as bonds and preferred stock, and a proportion
of common stock whose yield has a tendency to increase over
a period of years, and whose earnings tend to increase when
commodity prices are soaring.
The third risk is the Act of God risk. Every day on the
face of the earth some person's investment is wiped out by
reason of floods, earthquakes, tornados, or some other catas-
trophe. Diversification will reduce such losses to the mini-
mum.
The fourth is the progress risk. Constantly we find re-
finements, improvements, inventions, changes in fashion, de-
velopment in laws which make old methods obsolete or out of
fashion. If a man should have his whole investment in some-
thing which goes out of date he will be faced with serious loss.
The fifth risk is that of market. As everyone knows, over
a period of years there are bound to be high and low points
in the market, and some believe that the highs and lows can
be forecasted by means of certain theories of the business
cycle. Many authorities do not believe in. this theory. Those
who have had some success in forecasting the changes in the
business cycles and managing investment trusts would do well
to borrow money when the market is low and make invest-
ments which can be sold when the market is high, and at that
point it would be advisable to invest the proceeds from these
sales in short term bonds because of the fact that the price of
short term bonds seldom fluctuates very much, because of the
early maturity. Another theory for investing of investment
trust funds is that, if money is continuously invested, securities
will be bought when the market is low as often as when the
market is high, and by the law of averages the investor would
have his money invested in, those securities at an average cost
well below the highest market price and during the next fol-
lowing bull market these securities could be disposed of at a
profit and would also have had a fair return in the meantime.
This can be done by providing for the investment in bonds
which will mature serially so that some of the bonds are ma-
turing each year, and if the funds are immediately invested,
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will then have the advantage of making investments during
all different conditions of the market.
Another advantage of having the funds in such shape so
that it is necessary for the management to invest continuously
is that the management must be on the alert and take cog-
nizance of current conditions and thus reduce the progress
risk. Frozen investment funds are at a disadvantage as com-
pared with fluid ones.
Another essential element to the success of investment
trusts of America is the management. The management should
be disinterested, in that it should not have connections with
people who are floating securities or promoting companies,
so that an impartial attitude can be taken on securities in
which the management contemplates a purchase. In England
most of the investment trusts are managed by lawyers or ac-
countants.
The standards and principles of an investment trust
should be well defined for two reasons; the first is that, if
properly formed, the resulting rules should not prove so much
a restriction upon the management as statements of standards
and methods, which would have the effect of making the judg-
ment of the managers more orderly and essentially more in-
telligent. The statement of the principles should be carefully
conceived and drawn. Otherwise, it may hamper the manage-
ment. The second reason is that the rules are not only neces-
sary for the protection of stockholders, but also the winning of
confidence of prospective investors. In this country invest-
ment trusts are a post-war development, and consequently,
very little is known about the idea by the average investor,
and if he is shown a clear statement of what the management
can do and cannot do he is more likely to invest his funds in
such an organization. There is not this necessity in England
because investment trusts have been operating there for forty
or fifty years, and have established such a unique place in the
confidence of the public that it is seldom that a new invest-
ment trust places any restriction upon the management except
to say that not more than 10% of the trust funds shall be in-
vested in any one security.
There are several kinds of diversification. First, is geo-
grap hical. One of the leading American investment trusts
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provides that no more than 75% of the funds of the trust
shall be invested in securities originating in the United States;
no more than 35% shall be invested in securities originating
in England; no more than 20% shall be invested in securities
of continental Europe, and so on. Then there can be a diver-
sification as to type of security. One pioneer investment trust
provides that 65% of its funds shall be in bonds, 29% in pre-
ferred stocks, and 6% in common stocks. The third is with
regard to industries; for this purpose one trust provides that
not more than 30% of the funds of the corporation shall be
invested in stock of banks, insurance companies and other
financial organizations; not more than 30% shall be invested
in railway, land, marine or transportation companies; not
more than 30% in public utilities; not more than 30% in in-
dustrial companies; not more than 50% in government and
municipal offerings, and not more than 20% in all other kinds
of securities. Another investment trust provides that the man-
agement is prohibited from purchasing a majority of any
issue. Most of them have some provision that not more than
1% to 5%, as the case may be, shall be invested in any one
security. One large and successful trust limits its investment
to not more than twenty stocks listed on the New York Stock
Exchange. The purpose of this limitation is that effective
supervision of the trust fund can be more readily had, as con-
trasted with the investment fund containing four or five hun-
dred different securities. However, this limits the applica-
tion of the principle of diversification, which is the most im-
portant factor in investing. There are some trusts that are
limited to public utilities only, and some which are limited to
railways. These trusts may have their special purpose, and
under effective and efficient management would undoubtedly
be successful. However, they do not serve the purpose of the
ordinary investor because, as in the past, the future will see
that certain industries, as a whole, suffer at certain periods,
as the railroads suffered for a few years after the war. If all
of one's investment funds are in any one group, the value and
yield of the trust must suffer as that particular industry suffers.
If the risk is spread over all, or most of the industries, the
slump of one industry may be more than counteracted by the
buoyancy of another industry.
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It cannot be promised that the managers of investment
trusts will not, from time to time, pick "lemons", and the fund
may suffer some losses. However, if only a small part of the
fund is invested in any one security the losses should be very
small and such losses can be prepared for in advance by setting
aside reserves to take care of these losses.
One trust provides that there shall be no investment made
in the securities of any company which has a capitalization
of less than twenty million dollars. Ordinarily, the larger
companies are better risks and more dependable information
can be obtained about these companies, but this again limits
the field, and always there are to be found many sound small
companies in which a more profitable investment can be made
because of the very nature of the company, and the greater
field of expansion and prospective increase in earnings.
The experience of continental Europe in relation to in-
vestment trusts has been unsatisfactory because of the tendency
to invest in promotions, and in most cases, as a result of this
practice, these trusts have failed. A provision that the secur-
ities shall have been listed on one of the major exchanges for
a period of one year or more, while rather a strict provision,
would have the effect of almost completely excluding promo-
tions and possibilities of directors profiting by purchasing
securities in any company in which they may be interested.
Moreover, the listing of a security on an exchange like the
New York Stock Exchange, carries some weight in the exten-
sion of credit, and signifies that certain standards have been
met, and assures available reports and other information.
In England, investment trusts are usually in the form of
a corporation, and in addition to the common shares, the trust
ordinarily issues debentures and preferred stock. The trusts
are so well established that seldom are the debentures secured
collaterally by the deposit of assets and are, therefore, nothing
more than mere unsecured notes. The English investment
trusts have had the advantage of being able to borrow money
between 3Y2 and 5%, and rarely has it been necessary for them
to pay 6%. The purchasers of investment trust bonds are
usually institutions and trustees who desire gilt edge security.
With increasing confidence in investment trusts in America
the day may come when the bonds of investment trusts will
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be made legal for trusts funds. In that event, the market for
investment trust securities will be increased and broadened,
the expense of marketing these securities will be lessened and
the interest rate to be paid will be lowered. At present, the
so-called legals, in my opinion, are greatly over-priced and
make a poor investment. Usually a premium is paid for the
so-called legals because of their inherent soundness. There
are many other securities which can be bought which cannot
be classified as legals but, practically, are as sound for all
purposes of the average investor. One of the advantages of
an investment trust for its shareholders is that an efficient
organization should be able to determine the risk back of each
security and buy at bargain prices those which are sound, but
are not appreciated marketwise by the in-vesting public. The
equity of the common shareholder in English investment trusts
may be considered by some as being thin because of the fact
that very often the trusts borrow, by means of issuance of de-
bentures, in a sum equal to five times the amount of money
invested by common shareholders, and then issue preferred
stock in the amount of three times the value of the fund con-
tributed by the common shareholders. But this is of ad-
vantage to the common shareholders, if properly managed, in
that the money borrowed will yield a substantial increase over
the interest charges.
Before the war, America was essentially a borrowing
country, most of the funds of this country were employed in
various business ventures, and no large amount of money was
available for domestic or foreign investments; this is one of the
reasons for the slow development of .the investment trust idea
in this country. Since the war, the accumulation of large re-
sources and immense wealth has made the United States prin-
cipally a lending country, now seeking a place for the invest-
ment of its surplus funds.
Another reason why the investment trust idea has not
been developed earlier in this country is the ruaged inde-
pendence of the American and the gullibil.ity of the average
investor, who has been in the habit of making his own decisions
and basing these decisions upon the alluring prospects of var-
ious get-rich-quick schemes, which have been promoted by
direct contact with the investor himself by means of mail and
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personal solicitation. Staggering sums of money have been
lost by the American public because of this attitude, but on
the other hand, there is a greater diffusion of stocks and bonds
throughout this country than in any other country in the
world. In England it has been the practice of the investor to
follow the advice of the bankers in making his investments
and, fof that reason, it has been easier for the investment trust
idea to grow.
Before the world war it was the practice of English in-
vestment trusts to borrow funds at not more than 5% and make
investments in American securities which would yield them
seven or eight per cent. On large sums of borrowed money
this item alone yielded a very substantial profit for the com-
mon shareholder.
Some of the peculiar elements of safety of an investment
in investment trusts bonds are that the assets of an investment
trust are readily marketable and, in the case of receivership,
the assets can usually be disposed of at book value or at a
greater price.
If there is a wide diversification of securities the trust, in
all probability, would not hold a block of any one security
which would be sufficient to depress the market if sold, while
in the winding up of the business of almost any other corpora-
tion it is usual that a forced sale of its assets results in the re-
ceiver obtaining much less than the intrinsic value. After a
business has lost its earning power its value as a going concern
has become so depreciated that even its fixed assets, which may
be valuable for one purpose only, will not find a buyer who is
willing to pay anywhere near the book value of those fixed
assets. Further, the costs and expenses of a receiver would
not be nearly so great in winding up the affairs of an invest-
ment trust, which carries in its portfolio marketable securities,
as would be the expense in the case of the winding up of the
business of an industrial company. Another advantage is that
upon receipt of funds from the issue of bonds or stock the
money can immediately be placed on an earning basis. This
is not true of the ordinary corporation. For instance, Famous
Players-Lasky Company issued a large amount of additional
stock during the summer of 1926 and received the money
therefor at that time. That money has not as yet been entirely
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put to work, and as a result, the balance sheet of that company,
which will appear shortly, will show a large decrease in the
per share earnings of the company. The same is true of any
company which must use the money so received in an expan-
sion program which involves the building of fixed assets.
The investor who wishes to have the advantage of an in-
creasing return should not invest in bonds or preferred stock
of an investment trust, but should buy common shares. Some
companies issue a unit-one share of preferred stock and one-
half share of common stock-in order that the investor may
have a fixed return from preferred stock and, in addition, have
the advantage of an increasing return which may be made
available by the profitable operation of the company. How-
ever, it would seem that if the investor is permitted to sep-
arately dispose of either one of these securities the purpose
would be defeated.
It is interesting to note to what a degree diversification
is affected in England by the investment trust companies.
Many of the investment companies in England have as many
as 400 to 873 distinct securities in their investment portfolios.
The company having the 873 investments is represented by a
capital of six million pounds. The average investment of
British trusts is about 40% in bonds, debentures, and guaran-
teed stocks; 18% in preferred stock; and 42% in ordinary or
common shares.
One of the pioneers in this field in America has invested
in 552 distinct securities in 407 organizations, 45 of which
are railways, 65 public utilities, 202 industrial companies, 52
foreign corporations, and 43 government or government sub-
division issues.
Diversification, although the biggest factor in successful
investing, should not be carried to a point beyond the capacity
of an analytical and statistical staff. There is in England
what is known as a British Trusts Association. The stock-
holders of this company are 92 investment trusts. The pur-
pose of this association is to gather information which will be
of value to its shareholders and also carry on an underwriting
business.
At this time two types of investment trusts are growing
up in America. One is the fixed trust. An investment com-
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pany of this type is allowed to buy shares in certain named
corporations, then the certificates for these shares are deposited
with the trust company, which latter company issues against
the deposited stock what are termed collateral trustee shares
or investment trust certificates. In some cases the investment
corporation has no right to substitute stocks other than those
in the published list. Others are permitted to sell the under-
lying stocks and make substitution under certain conditions,
and from a restricted list. The investment corporation itself
makes its profit on the sale of certificates or by receiving an-
nual commissions upon the increase in value of the certificates,
if any.
The management type of investment trusts is the second
form and, in my opinion, is likely to be the more popular.
Under this type there are no collateral shares, but the investor
buys stock in an operating corporation whose business happens
to be that of investing its money in securities. The business
is conducted as any other business. The directors may be
limited in the scope of their activities by the Articles of In-
corporation, or they may be given free rein to follow any
course which, in their opinion, may be most profitable to the
stockholders. The corporation will be in a position to set
aside reserves for losses and contingencies, use excess earnings
to increase the value of its stock, and in all respects is much
more flexible than a fixed trust. It will be in a position to
borrow money and the common share owners will obtain the
benefit from such action. While the owners of certificates in
a fixed trust are not in a position to benefit by borrowed money,
under good management this type of trust should be ideal for
a portion of an investor's funds.
There is every reason why investment trusts should flour-
ish in the United States. From an ideal standpoint, nothing
holds so much promise of profit and protection of the investor,
large and small. However, the public needs to be vigilant to
prevent the misuse of the plan and to encourage adoption of
sound practices and principles.
